Following the international effort of strengthening corporate governance, this study investigates the impact of Corporate Governance Principles and Recommendation (GCPR 2009) on the credibility of accounting information. By investigating 138 companies listed on the Australian Stock Exchange (ASX), this study demonstrates that the independence and activities of the board and sub-committees are negatively associated with earnings management represented by the discretionary accruals. The results of this study provide useful guidelines to policy makers, practitioners and academics.
Introduction
Previous studies have observed that earnings management is pervasive across sectors and institutions (Sun & Rath, 2009 ) because the choices of accounting policies are related to CEO compensation (Clinch. & Margliolo, J., (1993) and bonus plan (Gaver, Gaver & Austin, 1995) . According to information asymmetry, by manipulating information disclosure (Belkaoui & Picur, 1984) and withholding types of information reported, companies can demonstrate desired performance or meet benchmark (Holland & Ramsay, 2003) . Earnings management also occurs when there is Initial Public Offerings (Teoh, Wong & Rao, 1998b) ; CEO changes (Well, 2002) ; debt covenant violation (DeFond & Jiambalvo, 1994) ; the provision for bad debts (McNichols & Wilson, 1988) ; management buyouts of public stockholders (DeAngelo, 1986) ; and the introduction of the Australian Gold Tax (Monem, 2003) .
The issues of earnings management has attracted attention of policy makers and academics following series of accounting scandals worldwide, such as Enron and WorldCom in US and HIH Insurance in Australia. Excessive earnings manipulation distorts the quality of information underlying the business performance and financial position, which may lead to financial fraud (Vineeta, 2004) . To strengthen the transparency of information disclosure, to improve the credibility of financial reporting and to regain investors' confidence to the quality of business reports, regulators, policy makers and accounting standard setters have made effort to promote better corporate governance principles and practices.
Corporate governance is an internal mechanism that is intended to ensure that the interests of shareholders and managers are closely aligned, and to manage issues related to companies' operations and decision makings. Those significant governance issues currently faced by the corporations are those related to the composition and activities of the board and sub-committees. It has been widely discussed in previous studies (Chen, Kilgore et al. 2009 ; Akhtaruddin and Haron 2010) that the independence of the board and sub-committees contributes to the effectiveness of governance. However, as an important part to ensure the effectiveness of governance, the activities of the board and subcommittees in relation to the monitoring role are less addressed.
The objective of this study is to investigate the influence of the board and sub-committees on constraining earnings management. With effective governance in place, the managers will be more accountable by making decisions regarding the information disclosures to reflect the underlying performance of the company and by properly utilization of resources that are entrusted by shareholders. This study, therefore, examines the impact of independence of the board and sub-committees and their activities on earnings management in Australian listed companies.
By using a sample of 138 companies from the top 300 of the ASX listed companies from 2004 to 2007, this study review the corporate governance practices in Australia. The results indicate that the characteristics of corporate governance are associated with earnings management. By using the absolute level of discretionary accrual as a proxy for earnings management, this study observes that the independence and the existence of committees are significantly associated with the reduction of earnings management. The independence and the activities of audit committee, the existence of a nomination committee and corporate governance committee are negatively associated with earnings management.
The contribution of this study is three folds. First, previous research on the relationship between earnings management and corporate governance was predominantly conducted in the US and the UK (Klein, 2002; Peasnell, Pope & Yong, 2005) . These findings may not be generalizable in an Australian context because of different regulatory and economic environment and development of capital market. This study provide some evidence that corporate governance characteristics, as recommended by the CGPR (2003, 2007 & 2009) , are effective restricting earnings management in Australian listed companies. Second, during observation period, as ASX CGPR is not compulsory to be adopted by the Australian listed companies, there are diverse corporate governance practices among listed companies. Therefore, this study provides important findings to regulators and policy makers regarding the implementation of CGPR in practices, especially the role and activities of sub-committees on earnings management. Third, previous studies have examined the role of the board of directors and audit committee on financial reporting. However, as remuneration committee, nomination committee and corporate governance committee have impact on financial reporting indirectly by the appointment of CEO and management, decisions on CEO and senior officials' remuneration and other corporate issues, an examination of the association between corporate governance characteristics, using ASX CGPR (2003, 2007 & 2009) as benchmark, and earnings management are necessary.
This study is organized as follows. Section two provides incentives of earnings management and corporate governance practices in Australia. Section three details the hypothesis development for this study. Section four sets out the methods used to measure earnings management, the corporate governance variables and the methods for testing the hypothesis. Section five presents the analysis of the data and discussions of the results from the hypothesis testing. Section six provides the conclusions and limitations.
Corporate Governance and Earnings Management
The incentive of earnings management derives from principle-agent relationship, information asymmetry, managerial contracting and political costs. First, principal-agent relationship or manager-shareholder relationship occurs when agents and managers delegate to manage the resources on behalf of shareholders (Jensen & Meckling, 1976) . Agency costs arise if the agent does not act in the best interest of the principal. However, opportunistic managers may transfer wealth from the shareholders to themselves in a variety of ways through earnings management without observation by shareholders. The problem of opportunistic behaviors by management raises the need to oversee day-to-day decision-making by management of the firm by the appointment of the board of directors.
Second, earnings reporting are managed by management because they can access and manage inside information. By withhold and manage inside information, managers can benefit from extracting rent from shareholders (Schipper, 1989) , increasing management compensation (Holthausen, Larcker & Sloan, 1995) , gaining personal benefit (Healy & Palepu, 1995) , and reducing political costs (Watts & Zimmerman, 1986 ). More disclosure requirements increase the opportunities for shareholders and stakeholders to detect earnings management and to reduce the level of information asymmetry.
Third, contracting motivation for earnings management can exist when there are some forms of contract between the managers and other parties interested in the firm. It is suggested that the company rewards managers according their contribution to the company and the company's economic performance and in turn managerial contracting have an impact on earnings management. According to contracting perspective, Healy & Wahlen (1999) argue that earnings management is of concern to regulators because earnings management may affect the accounting numbers by using income increasing accruals when the businesses are close to debt covenant in US.
Fourth, political costs are the costs of transferring wealth from the business to others outside of the business's normal operations. These costs can include higher taxes (Guenther, 1994 ), higher reporting costs or higher tariffs. Large firms are argued to be more politically visible so that this motivates the managers to engage in earnings management in order to avoid these costs according to Watts & Zimmerman (1986) .
Corporate governance is significant to provide effective monitoring in order to align managers' interest with those of shareholders and to ensure the integrity of financial information. The focus of corporate governance regulatory regime is to enhance the credibility of financial information, to increase the director's ability to discharge their duties and to ensure the trustworthiness of financial information produced. Consistent with prior studies, Irene & Nikos (2005) identify that effective corporate governance is associated with higher financial disclosure quality. Crutchley, Jensen & Marshall (2007) find that firms with fewer outside directors on the audit committee are more likely to be involved in fraud. The results of the study suggest that the requirement for a majority of independent directors on the board and other committees can reduce financial fraud. Other studies also suggest that certain governance characteristics reduce the likelihood of a firm being involved in accounting scandals (Faber, 2005) . Good corporate governance depends on how efficiently the board of directors fulfills their responsibilities. The board of directors is responsible to give direction for the company, to express their opinion in setting the company's objectives and to monitor the implementations of the objectives.
The ASX Corporate Governance Council develops CGPR (2003, 2007 & 2009 ) regarding some recommendations of corporate governance practices for Australian listed companies. CGPR aims at improving corporate performance and credibility of financial information. ASX CGPR provided guideline for the existence of sub-committees, independence of board and sub-committees, as well as committee activities which are related to financial reporting prepared by management. In particular, this study investigates the role of CEO duality, the independence of the board of directors, the existence and independence of nomination committee, the independence and activities of audit committee, and the independence of remuneration committee and corporate governance committee on earnings management.
Hypotheses Developments
Based on the discussions of earnings management and corporate governance, this section builds up the hypothesis to test the impact of corporate governance characteristics on earnings management. As the role of corporate governance is to monitor managers' behavior so that they act in the best interests of shareholders, it is expected that opportunistic behavior conducted by managers is constraint by good corporate governance. Thus, this study expects a negative association between earnings management and the quality of corporate governance in Australian context.
CEO duality
It is argued that the separation of roles between the CEO and the chairman of the board of directors can give the board more independence, thus reducing the influence of the CEO on the board (Jensen, 1993; Klein, 2002) . Consistent with this view, ASX CGPR (2009) recommends that the roles of chairperson and CEO should not be exercised by the same individual. The chairman should be responsible to lead the board efficiently and to ensure sufficient time is committed to resolve any issues that arise during the board meetings. However, prior research has found inconsistent results. Previous studies (Wells 2002) find that by using abnormal and extraordinary items, new CEO undertakes earnings management to reduce income in the year of CEO change. Klein (2002) also suggests that the more independent the board of directors is from the influence of the CEO, the more effective is the monitoring role of corporate governance. However, the study did not provided evidence on earnings management. Allegrini and Greco (2011) find an independent chairman is negatively associated with the level of disclosure. This may due to limited supervision by the non-executive chairperson as the board itself is predominantly independent from management. Based on the arguments, it is suggested that reduced influence by the CEO should lead to reduced earnings management because of more effective monitoring. The first hypothesis is:
H1: The separation of the roles of CEO and chairman is associated with a lower level of the earnings management.

Independence of the board of directors
It is argued that an independent board can provide a better monitoring role because they can make independent judgments aside from management influences and better monitoring should limit earnings management (Peasnell et al, 2005; Kang, Cheng & Gray, 2007) . As the board of directors will response to the needs of shareholders better with higher level of independence, therefore, it is likely earnings management will be reduced (Khan, Muttakin et al. 2012 ). Prior research finds inconsistent results between earnings management and the independence of the board (Allegrini and Greco 2011). This could have been due to limited information available to ascertain the independence of the directors (Park & Shin, 2004) . The second hypothesis is therefore.
H2: The higher the proportions of independent directors on the board of directors the lower is the level of earnings management.
Existence of the nomination committee
The ASX CGPR (2009) recommends that firms establish a nomination committee. The role of a nomination committee is to ensure that the board of directors is comprised of individuals who have the necessary skills and competencies required to sufficiently discharge their responsibilities as directors in the company. A nomination committee is an efficient mechanism for the detailed examination of the selection, appointment, and removal of directors on the board. The study (Ruigrok, Peck et al. 2006 ) finds that the existence and independence of the nomination committee impact on board independence. It is expected that the existence of a nomination committee can influence earnings management because a nomination committee is expected to mitigate earnings management practice by ensuring that each appointed director selected has appropriate skills, experience and expertise in order to enhance quality of financial information. The third hypothesis is thus: (Allegrini and Greco 2011) demonstrate that the more independent and more active of the audit committee, more responsible it is to shareholders in terms of reducing the incentives for the controlling shareholders to limit the other. In addition, the audit committee is expected to be active and to discharge their duties efficiently of verifying the conformity of financial information with the relevant accounting standard and reflecting the true performance of the company. The activity of the audit committee has been measured by the frequency of meetings of the audit committee. Thus, the fourth hypothesis is:
H3: The existence of a nomination committee is negatively related to the level of earnings management
H4.1: the higher proportion of independent directors on the audit committee, the lower the level of earnings management
H4.2: the more frequent the meetings of the audit committee, the lower the level of earnings management
Existence and independence of the corporate governance committee
The role of a corporate governance committee is to review all matters relating to corporate governance such as the composition of the directors on the board and each subcommittee, the criteria for each member on the committee such as the financial expertise required and the independence of the directors. The role of the corporate governance committee is similar to that of the nomination committee. However, the corporate governance committee responsibilities are specifically to monitor the company's compliance with relevant Corporate Governance principles such as the ASX CGPR (2009) Recommendations. Therefore, it is expected that the existence of a corporate governance committee could ensure that the company has a sound corporate governance structure which can improve its monitoring role and thus reduce the incidence of earnings management. It is therefore appealing to test the effectiveness of the establishment of this committee to constrain earnings management. The fifth hypothesis is:
H5.1: the existence of a corporate governance committee is associated with a lower level of earnings management.
H5.2: the higher the proportion of independent directors on the corporate governance committee, the lower the level of earnings management
Independence of the remuneration committee ASX CGPR (2009) recommends that the remuneration committee consists of a majority of independent directors. This is expected to reduce the conflict of interest between those that set the remuneration policies and those that benefit from them. Prior evidence (Meek, Rao & Skousen, 2007) result that earning management is identified prior to options awarded to the managers in order to reduce the exercise prices of stocks. Other studies (Li and Qian 2011) investigate that outside CEO directors on the compensation committee influence the level and pay-for-performance sensitivity of CEO compensation. Therefore, it is expected that the remuneration committee can effectively constrain earnings management provided that the remuneration committee is independent from management. The sixth hypothesis is:
H6: the higher the proportion of independent directors on the remuneration committee, the lower the level of earnings management.
Some control factors have been identified as influencing the accuracy of the association between earnings management and corporate governance. Therefore, these factors are added to the earnings management model to reduce the measurement errors and thus increase the validity of inferences from the hypotheses testing. They are the size of the board and the size of the company.
Many companies report that the size of their board limits their tendency to comply with all ASX CGPR (2009) recommendations, such as having a majority of independent directors, separating the role of the chairman and that of the CEO, and establishing a nomination or a remuneration committee. Previous literature (Jensen, 1993; Allegrini & Greco, 2011; Vafeas, 2000) provides no consensus about the relationship between board size and the effective monitoring role of corporate governance. Jensen (1993) finds that with a larger board the CEO role is more important than a better control mechanism. However, a smaller board is viewed as functioning more efficiently than a larger board. Allegrini & Greco (2011) find a positive relationship between board size and the possibility of financial statement fraud. The results of Vafeas (2000) outline that market participants consider that the earnings of firms with a smaller board (minimum of five directors) are more informative. This indicates that the larger the size of the board, the higher the level of earnings management and thus a high probability of fraudulent reporting.
Prior research suggests that the bigger the firm, the more likely it is to use income decreasing accruals for tax purpose and to avoid political visibility (Watts & Zimmerman, 1986) . Firm size also affects the structure of the board (Kent, 2002), the size of board and equity offering (Ching, Firth & Rui, 2002) . It is predicted that the larger the firm size, the higher is the level of earnings management. This study adopts Eviews OLS regression to analysis the relationship between earnings management and corporate governance characteristics. Accounting data is manually collected for consecutive four financial years from the annual reports of the sample companies. These annual reports are available from Connect4 database and the company's website. The corporate governance characteristics are identified in the corporate governance section in the annual reports.
Research Method
Data collection
As the ASX CGPR was introduced in
Measurement of earnings management and corporate governance characteristics
To determine the level of earnings management in a firm, a measure of the proportion of earnings that are not managed is needed. The use of accrual accounting provides management the opportunity to alter earnings, which makes the accrual measurement as a favored empirical indicator of earnings management (Teoh et al, 1998b , Jones, 1991 . The Modified Jones Model developed by Dechow et al (1995) is used in this study to measure earnings management as shown in equation 2.
TACC it / TA it-1 = β 0j (1/ TA it-1 ) + β 1j (∆REV it -∆REC it ) / TA it-1 + β 2j (PPE it ) / TA it-1 + e it (1) Where: TACC it =the total accruals (net income before extraordinary items minus cash flow from operations) in year t for the i'th firm ∆REV= changes in net revenue from ordinary activities ∆REC= changes in account receivables PPE it = Property, plant and equipment (PPE) TA it = Beginning of the year total assets (BEG_TA) j = denote firm from each industry group e it = error term
DAC it = discretionary accruals
The indicators that are used to measure corporate governance variables in this study are based on the ASX CGPR (2009). The disclosure rules require companies to regularly assess the independence of their directors. Thus, the measurement for independence is based on the proportion of independent directors on the board, the nomination committee, the audit committee, the corporate governance committee and the remuneration committee. The indication for CEO duality uses a dummy variable, which is given a value of one if the CEO is not also the chairman of the board of director and zero otherwise. The existence of a corporate governance committee and a nomination committee is indicated by a value of one if they exist and zero otherwise. Finally, the measurement for the activity of the audit committee is the number of meetings held during the year.
This study uses regression to examine the effect of each independent variable on earnings management. The magnitude of earnings management is represented by the discretionary accrual in an absolute term because this study does not predict the direction of earnings management (income increasing or income decreasing accruals). The hypotheses testing are described in equation 3. 
Results of Analysis
This section firstly outlines the descriptive statistics for the discretionary accrual variables and corporate governance variables. Then, the section follows a description of the trend of improvement in corporate governance structure and the changes in the level of earnings management. Interpretation of the results of hypotheses testing based on the univariate and multivariate analysis are provided. Table 1 shows the descriptive statistics for the discretionary accrual variables of the sample over four years of data. It shows the total accrual, property, plant and equipment and adjusted revenue (changes in revenue from ordinary activities minus changes in account receivables) all scaled by beginning total assets. ROA is equivalent to operating revenue over beginning total asset. The descriptive statistics for ROA are given because it is included in an alternative measure of discretionary accruals. Probability 0.000000 0.000000 0.000000 0.000000 PPE =gross property, plant and equipment ADJ_REVOR =adjusted revenue from ordinary activities (changes in revenue from ordinary activities (DREVOR) minus changes in total receivables (DREC)) ROA =operating income over beginning total asset BEGTA =beginning total asset Table 2 and 3 show the descriptive statistics for the independent and control variables used in hypothesis testing. Table 2 shows the continuous variables (measured in ratio or interval data) and Table 3 The dummy variables used in this study are summarized in table 3. The table shows that approximately 93% of the sample companies do separate the role of CEO and the chairman (CEOD). Consistent with ASCX CGPR (2009) requirement to establish a nomination committee, the percentage of companies having a nomination committee has increased from 61% to 71%. There are an increasing number of companies who establish a corporate governance committee (ECGC) with overall mean of 9%. The companies which use big four accounting firms as their external auditor and have a bonus plan for their directors is around 88% and 89% respectively. The results of table 3 show that CEOD, ENC and ECGC have shown some improvement. Table 4 shows the level of earnings management across four years based on all models. Overall, the mean of all models is approximately zero in all years. Table 4 indicates that the level of earnings management has fallen since 2004. Thus, the descriptive statistics provide some support for the proposition that improved corporate governance should result in a decrease in the level of earnings management. 
Descriptive Statistics of the dependent variable and the independent variables
Regression results
The hypothesis testing estimates the relationship between the residual (the proxy for earnings management) in equation 3 (which is regarded as the magnitude of discretionary accruals) and the corporate governance variables and control variables. Based on results of table 5, the separation of duties between the CEO and chairman (CEOD) and independence of board of directors (INDP_BDR) is found to be significant with a positive association. This finding and its implications should be further investigated and tested. The descriptive statistics suggests that almost 93% of the companies separate the duties of CEO and chairperson. Since such a high proportion of companies separate the duties of CEO and chairman in sample companies, CEOD may not be necessarily associated with a lower level of earnings management. Moreover, it is common that companies with small board in size do not separate the duties of CEO and chairman. Thus larger firms are more likely to have larger boards and hence to have the capability to separate the roles of CEO and chairman. As firm size is normally associated with a greater earnings management, then this result may be more related to firm size than CEOD. The board should comprise independent directors with appropriate skills and expertise and who have knowledge of the business in order to effectively run the company. Thus, it is possible to argue that if the proportion of independent directors on the board is high, there could be an imbalanced structure on the board regarding skills, expertise and knowledge of business management. The positive association between the INDP_BDR and earnings management may be caused by conservative accounting practice adopted (Pope and Walker, 2005) . The use of conservative accounting may understate earnings because it is not being recognized in a timely manner (Basu, 1997) . The existence of a nomination committee (ENC) is found to be statistically significant negative association with earnings management. The independence of the audit committee (INDPT_AC) and activities of audit committee (MTGAC) is found to be negatively associated with the discretionary accrual. This suggests that it is important for the audit committee to be separated from management's influence in order to reduce earnings management and to verify the integrity of financial information. The independence of the remuneration committee (INDPT_RC) shows an opposite direction to the expected relationship with discretionary accrual. It may be because that the business adopts conservative accounting practices so earnings information is understated. Prob(F-statistic) 0.0000 0.0000
Conclusions
This study uses discretionary accrual measures derived from the Modified Jones model as a proxy for earnings management. Using the OLS regression, it is found that certain characteristics of corporate governance can have an impact on the level of earnings management in a firm. Consistent with the ASX CGPR (2009) objective to increase the integrity of financial information and to enhance investors' confidence, it is found that the independence of audit committee, the frequency of meetings and the existence of a nomination committee are also negatively associated with earnings management in terms of the ways to measure discretionary accruals. This indicates that sub-committees and their activities play a role to ensure the quality of earnings reporting and the compliances with relevant corporate governance principles can ensure a sound system of corporate governance to oversee the financial reporting of the company.
However, in contradiction to the respective hypotheses, the independence of the board and the existence of a remuneration committee are positively associated with higher levels of earnings management. In addition, the separation of the roles of the CEO and chairman is not found to be able to constrain earnings management. This indicate that the board of directors and remuneration of CEO and senior officials have an impact on the effectiveness of corporate governance practice and business decision regarding earnings reporting may due to the adoption of conservative accounting policies (Pope and Walker, 2005) . Because conservative accounting practices prefer to understate earnings, the board is related to earnings management which can reduce the likelihood of damaging the reputation of directors as compared to overstatement of earnings. In addition, another reason may be explained by the effect of firm size and political costs. Earnings management may occur provided there is an incentive to avoid political costs (Watts & Zimmerman, 1986) . It is observed that the larger the firm, often the larger the board, and the higher the number of independent directors. Larger firms are associated with higher earnings management because they are more sensitive by the political influence and public media. Furthermore, it is suggested that independence of directors is not sufficient to serve the role of directors, but also the appropriate level of skills and knowledge of the business operations is critical (Bedard, et al, 2004) . By having a higher number of independent directors on the board may not represent an appropriate board composition for effectively monitoring if directors don't have the required skills of business management. This finding suggests that the board of directors should comprise skillful and knowledgeable directors in order to efficiently oversee the management of the company.
There are some limitations of this study. First, earnings management is measured by discretionary accrual estimates. The difficulty to accurately separate total accruals into their discretionary and nondiscretionary component in the total accrual of the Modified Jones model can lead to improper estimates The findings are limited to large publicly listed companies which generally depend on the market to access a large amount of capital and are mainly concerned to maintain shareholders' confidence. Fourth, it has been argued that earnings management can also be beneficial to shareholders, if it is used for signaling "good news" (Subramayam, 1996) and since good corporate governance is expected to align the interest of shareholders and managers. This effect has not been identified in this study.
